Credit Rating in Transfer Pricing Analyses

Determining the credit quality of the borrower is a crucial step in preparing a reliable analysis
to benchmark the arm's length interest rate for intercompany financial transactions. The arm's
length principle requires that intercompany financial transactions are priced as they would be
between independent parties under comparable circumstances. As stated in OECD
Guideliness on Chapter X, independent lenders base interest rates on the borrower's
creditworthiness, as it reflects the risk of default and the ability to repay the loan. By assessing
the borrower's credit quality, the transfer pricing analysis ensures alignment with the arm's
length principle.

The impact of credit ratings on interest rates can be substantial. Interest rate spreads can vary
significantly based on the issuer's credit rating. For example, the chart below shows the
interquartile range (IQR) of Yield-to-Maturity for US$ denominated bonds as of November 26th,
2024.
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In the transfer pricing context, subsidiary entities that borrow funds from a related party, rarely
have published credit ratings from credit rating agencies. In many cases, there may not even
be a credit rating available for the ultimate parent entity of the borrowing subsidiary. While



rating agencies publish shadow credit rating tools to assist with this analysis, these tools are
often expensive and not specifically designed for transfer pricing applications. This practical
limitation makes determining credit ratings difficult for many transactions. A good alternative
for transfer pricing analyses is to use the Altman Z-Score model combined with historical
benchmarking of Z-Scores by credit quality. This offers a defensible, data-driven approach to
estimating creditworthiness for transfer pricing purposes. The advantage of this approach is
that it provides an objective, quantitative framework that is:

= Well-documented in academic literature
= Based on publicly available financial data
= Cost-effective to implement



